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Funding  Military  Retirement 


For  many  years,  the  Defense  Department  funded  military 
retirement  on  a  "pay-as-you-go"  basis,  estimating  how  much 
money  was  needed  to  write  checks  for  current  retirees  and 
adding  that  amount  to  the  budget.  This  system  worked  well 
as  far  as  paying  retirees  went,  but  it  did  not  hold  policymak¬ 
ers  fiscally  responsible  for  today's  decisions  affecting  the  size 
of  the  future  retirement  bill,  e.g.,  increasing  the  force  size.  To 
promote  better  management,  in  1984,  Congress  directed  a 
switch  to  an  accrual  method  of  funding  retirement.  Under 
this  procedure,  each  year  the  services  transfer  into  a  fund  the 
amount  necessary  to  pay  for  future  retirements.  The  amount 
transferred  is  a  percentage  of  the  service's  basic  pay.  Thus,  if 
a  service  implements  policies  that  affect  the  future  value  of 
retirement  benefits,  it  sees  the  budgetary  consequences  of 
that  decision  immediately  in  the  form  of  an  increase  in  the 
amount  transferred  to  the  retirement  fund.  Analysis  by 
Arroyo  Center  researchers  William  Hix  and  William  Taylor, 
reported  in  A  Polici/maker's  Guide  to  Accrual  Funding  of 
Military  Retirement,  suggests  that  the  current  procedures  do 
not  fully  capture  the  intent  of  the  legislation  and  that  changes 
could  eventually  save  the  Army  as  much  as  $5-6  billion 
annually.! 

HOW  THE  RETIREMENT  FUND  WORKS 

When  Congress  established  the  retirement  fund,  it  shift¬ 
ed  responsibility  for  service  rendered  before  October  1, 1984 
to  the  Department  of  the  Treasury;  DoD  has  responsibility  to 
fund  service  rendered  after  that  date.  At  the  time  of  the 
transfer.  Treasury  accepted  an  unfunded  liability  estimated  at 
$529  billion,  which  was  to  amortize  over  60  years.^  Annually 
the  services  transfer  an  amount  equal  to  a  percentage  of  their 
basic  pay  accounts  for  the  active  and  reserve  components. 

The  percentage  differs  by  component,  but  it  is  identical 
within  components  for  all  services.  In  FY95,  fund  transfers 
equaled  33.5  percent  of  the  active  duty  basic  pay  and  9.7  per¬ 
cent  of  the  selected  reserves.  The  Board  of  Actuaries  annual¬ 
ly  calculates  the  liability  for  the  pre-1984  service,  adjusted  for 
changes  in  assumptions  and  experience,  and  transfers  an 
amount  equal  to  one  year's  amortized  payment.  The  money 
in  the  fund  is  invested  in  nonnegotiable  government  securi¬ 
ties,  and  it  draws  interest. 


^The  research  in  this  report  builds  upon  a  study  by  Richard  Eisenman  et  at. 
The  Accrual  System  for  Funding  Military  Retirement:  Assessment  and  Recom¬ 
mended  Changes,  Santa  Monica,  CA;  RAND,  forthcoming. 


^Subsequently,  the  Board  of  Actuaries,  an  independent  board  that  reports  to 
the  President  on  the  actuarial  status  of  the  fund  and  advises  DoD,  reduced 
this  period  to  50  years. 
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Transfers  into  the  fund  and  its  investment  transactions 
qualify  as  intragovernmental  transfers  (even  though  they 
represent  an  outlay  to  DoD)  and  thus  have  no  effect  on  the 
deficit.  Only  payments  to  retirees  from  the  fund  represent 
outlays  to  the  federal  government.  Figure  1  shows  the  opera¬ 
tion  of  the  fund  and  lists  important  factors  in  the  calculation 
of  the  amounts. 
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Figure  1 — Operation  of  DoD  Retirement  Fund 


HOW  GAINS  AND  LOSSES  OCCUR 

The  fund's  liability  is  not  static,  and  three  things  can 
cause  what  are  called  actuarial  gains  and  losses:^ 

•  Funding  assumptions  can  change 

•  Benefits  can  change 

•  Experience  can  differ  from  assumptions. 

Funding  assumptions.  To  determine  how  much  money 
DoD  has  to  transfer  to  the  fund,  a  Board  of  Actuaries  reviews 
assumptions  about  economic  and  noneconomic  factors  at  the 
beginning  of  each  year.  Economic  factors  include  assump¬ 
tions  about  pay  raises,  cost  of  living  allowance  (COLA) 
increases,  and  interest  rates.  An  assumed  pay  raise  means 
that  the  future  liability  of  the  fund  will  increase  because 
retirees  will  draw  more  money.  Therefore,  the  amount  trans¬ 
ferred  into  the  fund  has  to  increase  to  account  for  this  future 
liability.  An  assumption  that  the  interest  rate  will  increase 


'^"Actuarial  gains  and  losses"  refer  to  changes  in  the  predicted  liability  of  the 
fund  and  not  to  gains  and  losses  in  the  normal  sense  of  debits  and  credits  to 
cash  accounts.  Thus,  when  the  fund  sustains  a  gain,  it  means  that  the  predict¬ 
ed  liability  of  the  fund  has  deceased.  /'' J (j  ^  f ^  : 


has  the  opposite  effect.  The  fund  earns  interest  on  nonnego- 
tiable  government  securities.  So  if  interest  rates  go  up,  the 
fund  will  earn  more  interest,  thus  the  amount  transferred  can 
be  less.  The  so-called  noneconomic  assumptions  include  such 
things  as  the  rates  of  retirement  and  the  longevity  of  retirees. 
If,  for  example,  higher  retirement  rates  or  lower  death  rates 
are  assumed,  funding  requirements  increase. 

Benefits.  Benefit  changes  also  affect  the  size  of  the  con¬ 
tribution.  For  example.  Congress  slipped  the  1994  and  1995 
COLA  increases  from  January  1  to  later  in  the  year.  These 
delays  reduce  the  actuarial  value  of  the  retirement  benefit 
and,  hence,  the  funding  required. 

Experience.  As  mentioned,  the  actuaries  review  certain 
economic  assumptions  at  the  beginning  of  the  year. 
Frequently,  these  differ  from  what  actually  happens  during 
the  year.  For  example,  if  the  pay  raises  or  COLAs  approved 
differ  from  the  assumptions,  the  fund  earns  more  interest 
than  anticipated,  or  fewer  people  retire  than  anticipated,  the 
funding  requirements  change. 

Right  now  only  Treasury  benefits  from  any  decreases  in 
fund  liability.'*  The  Treasury  would  make  annual  payments 
to  fund  this  amount  amortized  over  50  years.  If  the  liability 
of  the  fund  goes  down  because  it  earns  more  interest  or  for 
some  other  reason,  the  size  of  the  Treasury  payment  goes 
down.  The  assumptions  made  by  the  Board  of  Actuaries 
have  turned  out  to  be  conservative;  over  its  life,  the  fund  has 
never  had  an  actuarial  loss.  All  the  net  changes  in  liability 
have  been  downward. 

These  decreases  can  be  substantial.  In  FY95,  for  example, 
the  liability  was  reduced  by  $48  billion.  The  Treasury  amor¬ 
tized  this  amount  over  30  years,  and  reduced  its  annual  pay¬ 
ment  by  that  amortized  amount.  Over  the  first  10  years  of  the 
fund's  life,  the  average  annual  gain  has  been  almost  $30  bil¬ 
lion,  and  the  annual  Treasury  payment  has  shrunk  from  $25 
billion  to  $11.5  billion. 

DIFFERENT  SERVICE  RETIREMENT  POLICIES 

A  second  area  of  interest  pertains  to  service  retirement 
practices.  The  intention  of  the  annual  transfer  from  the  ser¬ 
vices  is  to  fund  the  future  retirement  liability  of  the  individu¬ 
als  represented  in  those  accounts.  This  procedure  assumes 
that  all  services  retire  people  at  an  identical  rate.  But  they  do 
not.  A  service's  level  of  seniority  directly  affects  the  number 
of  people  it  retires.  The  higher  the  level  of  seniority,  the  more 
retirees.  For  both  the  officer  and  the  enlisted  forces,  the  Air 
Force  maintains  the  most  seniority,  the  Marine  Corps  the 
least. 

^In  theory,  only  Treasury  would  suffer  from  any  increase  in  liability. 


Accrual  percentages  computed  with  service-specific  per¬ 
sonnel  policies  would  differ  significantly  by  service.  Current 
policies  cause  the  budgets  of  the  Army,  Navy,  and  Marine 
Corps  to  carry  several  hundred  millions  of  dollars  a  year  of 
the  cost  of  Air  Force  personnel  policies.  Hence,  in  its  retire¬ 
ment  budget  the  Air  Force  appears  several  hundred  million 
dollars  a  year  cheaper  than  its  actual  cost;  the  other  services 
appear  more  expensive. 

WHAT  SHOULD  HAPPEN 

To  capture  the  intent  underlying  the  legislation,  Arroyo 
Center  researchers  suggest  two  changes  to  current  proce¬ 
dures,  one  requiring  new  legislation  and  one  not.  First,  they 
recommend  that  the  gains  and  losses  that  accrue  to  the  retire¬ 
ment  fund  be  shared  between  the  Defense  and  Treasury 
departments.  The  division  should  reflect  the  relative  contri¬ 
butions  of  the  populations  for  which  the  departments  have 
responsibility.  This  change  would  require  new  legislation. 
Second,  they  also  recommend  that  each  service  contribute  to 
the  retirement  fund  an  amount  that  reflects  its  retirement 
liability.  This  change  would  not  require  legislation. 

There  appears  to  be  a  legislative  basis  for  sharing  the 
gains.  The  clear  intent  of  Congress  when  it  established  the 
fund  was  to  promote  better  management.  The  law  says  that 
the  monthly  accrual  payments  are  intended  "to  permit  the 
military  services  to  recognize  the  full  cost  of  manpower  deci¬ 
sions  made  in  the  current  year."  By  making  the  consequences 
of  decisions  affecting  retired  pay  immediately  apparent  in 
service  budgets,  Congress  provided  strong  incentives  for  bet¬ 
ter  management.  But  not  being  able  to  share  in  the  actuarial 
gains  tends  to  dissipate  the  effect  of  the  incentive. 

Congress  intended  for  the  retirement  fund  to  allow  the 
services  to  recognize  the  full  cost  of  their  personnel  decisions 
each  year.  The  committee  report  accompanying  the  legisla¬ 
tion  went  on  to  say  that  "the  individual  services  manage  their 
forces  in  different  ways  and  different  tradeoffs  would  occur 
among  the  services."  One  of  the  different  ways  the  services 
manage  their  forces  is  by  seniority.  If  the  legislative  intent 
were  to  be  followed,  the  Air  Force  would  set  aside  the  largest 
fraction  of  its  base  pay  to  fund  retirements,  and  the  Marine 
Corps  the  smallest.  Yet  each  service  sets  aside  an  identical 
percentage.  This  policy  in  effect  causes  the  Army,  Navy,  and 
Marine  Corps  to  fund  Air  Force  retirements.  Furthermore,  it 
means  that  the  budgets  do  not  reflect  the  cost  of  their  person¬ 
nel  decisions.  Were  these  two  changes  made,  Arroyo  Center 
researchers  estimate  that  the  Army  share  of  these  changes 
could  approach  $5-6  billion  annually,  or  about  8  percent  of 
the  current  budget. 
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